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The Honorable 
United States 

William Protire 
Senate 

Dear Senator Protire : 

Reference is made to our letter 

1975 * tIh3.r let&e+ was in response to 

(B-140389) to you dated August 21, 

you May 231, 1975, request that wa 

evaluate the impact of a proposed increase in the rates of progress paments 

made to contractors under Department of Defense (DOD) contracts, 

En c3ur responsel we pointed out that the change in progress payment 

rates was delabyed, 'We also expscessed concern with the possibility that 

some contiactors may already have negative investments under the cu.r~ent 

progress payment rate. Our concern was based on a Defense anakysis OE 

the cash flow of a hypti~etical contract using ;J, computerized makhematica~ 

model o We stated that we intended to obtain actual cash flow data under 

selected contracts and to use the modi?L to process the actual data. On 

1\Tovemb@r 25, 1975, DOD withdrew its recommendation for increasing the 

progress payment rates. The reason for the withdrawa is that DOD 

initiated a stxxdy of defense contractors' profits, entitled Profit V76, 

which csLEhCa have a siqkficant effect on the financial posture of 

defense contractors. 

The purpose of this letter is to apprise you of the results df 0131 

study, 

su>LYmY 

We used the model tci process the actual data on three fixed price 

contracts of three different contractors, The results show tizat two 

contractors had negative investments in their contracts and the third 

I I  



contractor had a positive inveslxient, The Aisr Force also processed six 

airframe contracts and tie results show an average negative investmen 

by u-i@ contractors. .Uthough the sampEe is small, we believe that the 

resuBk3 clear;ky show titat the progress payment rate shouLLd not be 

increased, 

Abe contract financing modeE can also be used to evaluate contractors' 

requests fosc ~musual procpcess payments and to identify instancea of curer- 

financiazg by the Governmwat. Also, by utiliztig the m~deh's s@nsitititlpr 

EERalysis eap&ilities, it can provide infformation on which Deferme 

comat~act financing derisions can be made, 

DEPmTmW OF DEFENSZ 
CONTmCT FENaalTCING POLICY 

The Deparbent of Defense con tract financing policy is fd-h3t Government 

financing should be provided 01lly if, and to the extei3tr reasonably recpirecj. 

for plrompt and efficient parformanc, Q of Goverxxment contxacts and subcore- 

tKd.CtS m Certain contracts, involving large 

tween the beginning of work and billing for 

amounts and a long period be- 

the product can have a signifi- 

cant ampact ~2 3 contractor's working funds, Defense procurement regulations 

appear to recognize this fact by providing progress payments ta corttractors 

as a means of shazing the prebilling costs. 

RZtiough tie Defense progress payment concept and implementing instne- 

tions .aKe basically sound, there have been problams in establishing ho~ much 

financing should be borne by the Government and 

problems are caused by the number of variables, 

the extent of a contractor 's cash investment in 

by the contractors, The 

cited below, that affect 

a contract. 



DESCRJCPTION OF THE CQBTTRACT 

A contract providing for progress payments is financed by a nu,mbew 

of solxcGes includling : 

--contractor ” s cash imv@s3zxl-ient f 

--profit, if patial deliveries 

--government progiress pa-yments 8 

are lnader 

--accmed salaries and 

--amounts owed vendors 

--bd float on checks 
conlearactor o s banlc a 

wages # 

basis dming the life CqEle of a contract. The modea, also accepts as 

input the other lcnowrm constmints and variabks which influence cash 

flow : 

--progress payment rate p 

--Il3q.lidation rate p 

--frequency of a cmtractorDs request for progress payments, 

--ehpsed time between a contractorO.s request for and receipt of 
progress paymentis, 

--elapsed time bc;tween the incurrence of various types of cos~ts 
and their paymerats, ana 

--bank float time. 

m otatpui= of the mdel is the average dollaup amount and percent of 

tmtal financing provided by each source; i-e., contractor, profit, 

Government ) vendors and subcontractors, labor force, and banks. The 



model can also be used kQ perform sensitivity anaEyses Toy changing the 

eonstl5xi.nts .3nd vari&les listed above. Sensitivity analyses would 

provide Defense with information which might Otherwise last be avail&la 

but which should be considered in asby Defeme contractz financing decisions, 

we keliewe the plcocedures for calcra?lating cash flEow in the ar?odel 

are conceptuaLEy sound, Wowsw@r p it is impoti;dnt to note tiap1 .izh,e model. 

does not pu;port to rnEmSLE@ th@ inwes~ment of a contracl=or in his total 

d@fense business 0 Rather 8 -the term o inv@s~ent' as usea in the contexk 

of tJxi,s study refers tdp investiat in a specific contract onby, It is 

assuned that the contractor has facilities and equipmen available for 

perfo3z"maance of t&-&s con"cract as a prere&site fclr conwact awaxd. mis 

is tie logicaL focu of any a.~alysis of contxact financing since 6ov~~~1ent 

pre-delivery pap3n",s xc@ not intended to finaxe total investment in 

facilities and ecpi~ment but only depreciation 01 amor-kization properly 

I-ESUETS OF STWX 

contract D 

t"lree fixed price contracts that pKOVi&?d for partial. 

deliveries and wore either recently compbeted or more than 80 percent 

compbete and were reasonably close to targeti cost. This study aid nolr: 

Contracts for *, include shipbuilding cor~tracts and cost-type contracts a 

shipbuilding provide for progress payments based on a percentage OK stage 

of completion of the specified work andr under cost-type contracts, 

reimbusement is at 100 percent of allowable costs incu;-rred. 
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Ccmkroversy exists as to whether profit .shouLd be considered as 

c%utiwg profit represent cash provided 

wayp ti-~e contract generated sufficiezzt 

without the need for the contractor to 

o-khencdse extraneoss to the cor..tiact, 

abbe for other purposes. The opposing 

by the Government. Stated another 

cash flow for contract perfmzmmice 

~OXTOW f-as CDZ' to utiltize cash 

such fmds would thereby be avail- 

view is t3at payments for profit 

are proprietary to the contract.crr and should be considered as contractor 

cash financing. The rslzionale for this view is that tie profit has been 

earned by t?e contractor and is available for investment in the contract 

if the confracts~ sees fit, 

A similar controversy exis-t=s regarding bank float. Bar& float is 

defined as the difference between the balance shown in the contiactor's 

checkboolc and tie bank's records. 8~~32 0t3 our study, it takes about 5 

days for chxks to clear a contractor's bank account. The node1 assumes 

the contractor can utilize bank float on certain types of expenses, One 

view is that bank float is not necessarily used by contractors and there- 



fore should be added to contractor: financing. Another positiore is that 

bank float is available for use and, accordingly, should be considered 

as a separate financing source. 

As shown aboveI the contractors" investments, excluding 

bank float, rzmged from a negative 3.2 peb-cent fo a positive 

with the majority being in a negative position. Th@K@ axe a 

~easor=s for t%Lis rang@ stlch as 

CowtKactsKs * payrnehat pcsikicies B 

December 3b, 1375, the cat-off 

the mix 

ana the 

date of 

aIce lbtitea tc3 cash pr?p%mts 

contiact and for other items 

intensive contract inc-xeases 

of %&or and material 

stage of contract complet5.om at 

03x stuay. Since progress payments 

made fog items purchased directly for ths 

on Ike basis of accrued costs, a material 

the contx.3ctor's investment. Also, a COP 

tractxx@s investment increases if he pays his vendors, for example, every 

15 days vecsus 30 days, Our study further indicates that as a contlract 

near.55 completion and deliveries are m&e profit financing increases and 

contractir financing decreases, 

COMCLUSIONS 

WItl-mugh our study was based on a limited number of contacts, we 

believe that the results clearly show that the standard 80 percent. 

. progress payment rate should neat be increased. Further, since the 

apmed Services Procurement Regulations provide for giving a contractor 

a rate higher than the standard rate in unusual circumstances if the 

contractor can demonstrate fully his actual need, we believe that the 

contract financing model can be used effectively to evaluate contractors' 



requests for unusual progress payments. 

We aLs0 believe that Defense s'nould recognize the utikity of the 

model for other purposes; such as I identifying instances of over- 

financing by the Gover~~lerat ana aetetining through sensitivity analyses 

the feasibility of varying the stanbrd progress payment ratep the 

liquidation Katie, and Gove~meaat payment frequency. 

We axe sending copies af this report tco the Chaimn, Sticodttee 

on Federal Spending Practices, Efficiency, and Open Government, Senate 

Coxmnittee on Ckk3verraen-i 0_3erations; the Director, Office of lkmagement 

ztna Bu3get; and, the Secxe"Lasy of Defense, Since the model has potential 

far use by other agencies concerned vitik contractors* investment rd.ated 

b2 Goverm.nent pmcuremen-t p we are also sending copies of this report 4x3 

tie Chai~mr, 0-E the Renegotiation Board and to the Executive Secreta?ry 

of the Cost Accou?nting Standards Board. 

Sincerely youzss 

Comptroller General 
of the United states 






